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rcper Assessment of Mining Propertv Relative fo Accuisition of
ermits To Extract Prcved Reserves.
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This is in response to your reguastc Ior an cgi
the obligations of the assessor under Propertv Tax Rul
appraising mining oroperties when the operatcr has not
all of the necessary federal, state and local permits.

meeting on April 19, 1996, regarding revisicns tc the Mi
Handbecok AH 560, in which ”"rtalﬁ situations were descrikbed
indicating that one or mor= assessors havs assessad
“unpermitted” proved reserves prior to prcduction, as it
production had commenced.
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Specirfically, you question whether un resarveas,
which cannct be produced/extracted du:
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‘Rule 463 ~ Two Events But Not Including Accuisition of Permits,

Trigger Assessment of Proved Reserves.

As you are aware, assessors are required to follow the

procedures and methodology adopted by the Bcard in Rule 4869 for
the valuation of all mines, minerals and quarries {(and all
rights and privileges pertaining therstc), which might at any
point in time exist in land. (Revenue and Taxation Code Section
104 {(b).) Per subdivisions (a) and (b) (2} cf Rule 483, it is
the right to explora, the right to deveiop, and/or the right to
produce minerals that is being valued and assessed, not the

physical quantity of resources existing on the valuation date.
Cn any given date, some, none or all of these rights mav have
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ascertainable value and are assessable separately or
collectively. (Rule 469(b) (1).)

The specialized appraisal techniques for the assessment of
mining properties per Rule 468 identify two events as the dates
for establishing the base vear value of minsral rights: (1) the
date when such rights undergo a change in cownership, and (2)
the data when the production of proved mineral reserves
commences. The acquisiticn of any permits necessary to extract
minerals is not such an event. While the acguisition of the
necessary permits may have impact on the value of the vroved
reserves (when either o0f these two events c::ur), iz is net, in
and of itself, an =2vent triggering change in cwnersihip or th
commencement producticn of the proved reserves. LiXkewise, the
failure to acguire vermits doces not pra2vent a change in
ownership and does not automatically preclude prcduction.

With regard to anyv mid-development or pre-croducticn sales of
mineral prcperties which have unpermitted proved reaserves, thea
language in subdivision (bj) {4) provides that the assessor shall
establish 3 new bas= year value whenever a change in ownership
in the right to explore, develop or producs has occurrzad. The
assesscr 1s further directed to apply any appropriate valuation
method in appraising the prorerty so transisrred.

Reascns ~ommencament cf Production is Event for Establishing
Base Year Value under Rule 468.

" The thecrv underlving Rule 469 (also consistent with the theory

cf Rulz 46é8) is that the data of commencemant of producticn of
the “prcoved reserves” 1s the date established for making *the
base year value assessment for those reserves. Whether permits
authorizing such production are issued to the operztor, nay
influence the value of the reserves. However, 1issuance 15 not
the point identified for establishing the base yvear wvalue.
Subdivision (f) of Rule 463 expressly statss:

e value of the right to produces minerals
g e established as of the date that

the zrecduction of minerals commencss and
the value shall be placed on the roll as
rovided py law. When the value of the
ght tc produce minerals is enrclled, thsa
11 value of the exploraticn or '
velopment rights for the same reserves

be reduced to zero.”
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The problem of acquiring permits for the explorgtion,
development and production of minerals was previdusly
considered by all parties interested in and contributing to the
drafting of Rule 469. The fact that actual production of
proved reserves generally cannot commences until all permits are
obtained from the responsible regulatory agencies was one of
the many reasons assesscrs were initially oprpcsed to

identifving the commencement of production as the event for
making a final determination of the base year value of proved
reserves. Inherent in the permitting process is a “waiting
period.”

The “commencement c¢f production” trigger was vigcocrcusly debatad
at numerous commitize meetings, puklic hzarings and Board
mestings from 1988 :h:ough 1990. Assesscrs generzlly contended
that they should not be required to wai: until producticn
ccmmencas as the point in time (other than change in ownership)
when the mineral rights are assessable, pecause the marketplace

attributes substantial value to proved resserves long before
this point, which wvalue increases onc= vermits are cbtained.
Thus, withholding wvaluation until producticn ccmmences (while

)

permits are sought) results in the illegal temporary exempticn
of tne oroperty. {(See Delaney Memorandum, September 15, 1983,
p.E%, ccopy enclcsed.) For this reason, the regulation crafted

by the assesscrs ilncorporated an approach wnich treated the
valuatiocn of proved reserves in the same menner as the
valuation of continuing new construction. This approach was
the only one which assessors believed wculd address the
prcblems created oy mid-development sales of mining properties,
(for example, refore-precducticn sale of property with
unpermitted cvroved reserves).
In the Z2card’s view, this continuing “new ccnstructicn”
approach to the valuation of mineral int=r=sts had teen
rejected in Lynch v. State Board of Equalization, (1585 164
Cal.App.2d 94 (and was later again rejected in Phillips . Lake
County, (1993) 15 Cal.App.4th 180), and was therefore
inappropriate for incorporating into the rule. (See ™“Initial
Statement of Reasons,” copy attached.) =zurther, the Board
recognized that because of the application of Provosition 13 to
mineral properties, some definite point in time had to2 be
chosen for the establishment of the original base year value of
the mineral rights. The approach finally acopted by the Board
followed a middle ground. The Board reccgnized that while
“proved reserves” can be discovered at any time, valuaticn of
mln;ng reserves upon initial discovery is highly speculative in
ituations whers there is an extensive time delay between
dl" overy and production and where there are uncertainties
regarding permitting and related development processes. Due to
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these uncertainties, through Rule 463 the Board ,established a
procedure where proved reserves are first assessed (and a base
year value established) at the time when most of the
speculation and uncertainties have been eliminated. For
propertiss where production has not commenced, that time is
when production commences. For producing prcperties, the value
cf new proved reserves can be ascertained reliably, so such new
raserves are assessed on the first lien date fcllowing
discovary.

Proper Assessment During Three Phases cf Mineral Properties.

As a diresct conseguence: of the middle ground approcach, Ruls 469
treats =ach ght on mining propertias - the right %to explore,
the right to devnlop, and the right to produce - as a separate
taxable rroperty interest. This artifici “phasing”
accommocates the timing problem during € ploratlor and
develcpmeni (incl uclng permitting) 2i thi ique property for
valuati:cn purposes. The Board ccncluded :haf while there may
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te a rather lcong conftinuum cver.a serias of events in time
during which it might be tossinle to stats that “proved
raserves” wer2 identified, all things considered, the optimum
point for that assessment was the time when procduction
cormmenced. In the “Initial Statement of Reascns, ” page 6,

' essly stated with respect Lo the Board’s adoption of
ement of production nernocoLngv in sukdivision (e):

“Under the thecry of this rule and in conformity
with the theecry of Rure 2568, the market value of
mineral rights associated with producing mineral
prcperties, 1.e., the right to produce: is
detzrmined by reference to the st_maued quantity
of proved reserves which are prcducible during the
cericd the right is exercisacle. This subdivision
is necsssary to make clesar when a base year value
for the mineral rights in a newly deveicped |
vcrcducing mineral prcperty is to be established,
i.2., when production commences, and to make clear
that increases in the guantity of proved reserves
constitute additions to the measures of the mineral
rignt and reductions in the quantity of proved
reserves constitute reductions in the measurs of
the mineral right which are properly recognizable
v the assessor under the provisions of

rcposition 13,7 (See EZisenlauer Memorandum, June
14, 1989, “Initial Statement cf Reasons,” p.6,
copy anclcsad.)
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Inherent in this approach was the recognition that acquiring
permits is part of the first and second “phases,” the right to
explore and the right to develop. Thus, subdivision (d) (1)
allows the assessor to consider permit costs as part of the
value of new construction. However, permit costs related to
the development of the mineral rights are not allowed.

Since permits merely represent a right or privilege to perform
an act, and are presumed to be the prerequisite to the
performance of the act, thev were not deemed assessapble. The
date of completion of new ccnstructicn resulting from actual

physical constructicn on any sitz must be uUtermlned by
refersnce to Rule 453.5. The base year value trigger focuses
not on the acquisition of permits to perform an act, but cn th=
existence of the act, (e.g., the completicn of construction or
the commencement of mineral precduction). Consequently, if
permits are not obtained but the completion of new constructicn
sccurs, or a mineral cperation ccmmences producticn even though
lacking the required permits, the assessor is required to valius
the structure or the proved resarves as of that date, (i.e. %the
absencz of permits does nct preclude establishment of the base
year value in such cases). Alternatively, 1f the permits ars
secured but completion of new construction never occurs, or
producticn of proved reserves never begins, the assessor is
prohibited from establishing a base year value cn the new
construction or from establishing the base year value of
mineral rights associated with producing mineral properties
(i.e., the acguisition of permits coes not ragquire
astablishment of tThe base year value).

Permits During the EZxploration and Development Phases.

Subdivision (d) (1) makes it clear that the base year value Zor
the right to explcrzs cannot properly include value from future
production or from costs of permits attributable to (future)
production of the property. The permit costs for new
construction are tresated differently than the permit ccsts Zor
cperations, taking ore samples, etc. The assessor is expressly
instructed, as follows:

“The right to explore for mineral is taxable to
the extent it has value separate from the rights
to develop and produce any discovered minerals.
The right to explore shall be valued by any
appropriate methocd or methods as prescribed in
Section 3 of Title 18 of this code taking into
consideration appropriate risks; however, in no
event oha1l the right be considered to be under

2
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construction. While the construction of
structures or the physical alterations to land,
a.g., access roads, fencing, drainage or water
systems, land clearing, etc., during exploration
constitutes assessable new construction (subject
to the provisions of Section 463 of Title 18 of
this code), it does not add to or diminish the

value of the right to sxplore. Costs associlated

=1
with obtaining government approval related to new

constructicn should be considered wnen valuing new
construc<ion. Costs of obtaining governmental
approval o opberate., taking ore samples, assaving
for minsral content or testZing processing methods,
shall not Se considerec Ior purposes oI valuing
the right to explore. These latter elements ol
costs mav appear in the value of the mineral
rights when production starts.”

Thus, a mineral ovroperty assessee who ccnstructs a building
during the exrlcoraticn phase with a permit cost of $10,000,
should esxpect that the $10,000 will be inclucded in the
assessor’s bass year value of the building. On the cther hand,
“he costs cf sbtaining permits to operate, to take ore samples,
to assay, cr to test processing metheds ohall not pe censidered
by the assassor in valuing the property during the explcration
phase, with Zhe result that the assessor cannot add the
$100,0C00 ceost ¢f an Environmental Impact Repert to the value of
The propertvy during the exploration phase. Some cI these
costs, however, may indirectly appear in the valus of the
mineral rights when producticn starts, ({(ger subdivisicn (d) (1))
to =*he =2xtsni tnat they nave contributed to the value of the
quantity of provad ressarves that can reasonzbly be expected to

be producead.

Permits During the Production Phase.

Once producticn of the proved ressrves has commencad initiating
the third “ohase” or right tc produce, the assessor is required
to astablish the base year value of mineral rights asscciated

with mineral producing property by “the valuation of the proved

reservas ... zas2d on oresent and reasonably projected economic
conditions ...normally considerad by knowledgeable and informed

1

- people engaged in omerat*ng, buving, or sel¢1ng such properties

cr the marketing of oroduction therefrom.” (Subdivisicn

fe) {1).) There 1s no prerequisite that the necessary permits
authorizing production have been secured. Rather, the
requirement is to a2stablish the base vear value “as of the date

production of proved reserves commences.” However, there must
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be a reasonable certainty that the permits can he obtained. If
such reasonable certainty does not exist, then tHe new ore
should not be classified “proved reserves” as defined by
subdivision (c) (2).

Therefore, two questicns arise with regard to permits during
the production phase: 1) would the withdrawal or cancellation
of an existing permit, causing a halt in the production,
necessitate a reduction in the base year value of the provad
reserves so affected, and 2) would the discovery and/cr
addition of new unpermitted proved reserves necessitate an
increase in the value of the current proved raserves. 3ased on
the instructions concerning valuation during producticn in
sucdivision (e)), the answer {o each question is a gualifizd
“ves”.

In response to the first question, subdivision (e) requires the
assessor to make a reduction in value whenever “reductions in
recoverable amounts of minerals occurs,” as fcllows:

“Reductions in reccverabls amcunts of minerals
caused bv production or by changed nhysical,
technological or economic conditions or a chance
in the sxpectation of future oroduction
capablilities constitute reductions in the measure
of the mineral rights and shall correspondingly
reduce value on the subsequent lien date.”

Therefore, where the withdrawal or cancellation of a permit,
and/or the issuance cf a judicial writ, or the adoption of a
lccal refarzandum which invalidate a permit and forces an
operator to cease or severely reduce the production of the
proved rasarves, the rule would require the assessor to allcw a
corrasponding reduction in value on the subsequent lien date
(pased on supporting data regarding the expectations of future
production). While it should be assumed that an operator works
within the confines of the law, the operator continued mineral
production with no decline in production capapility, the
zssessor would make no reduction in value. Certainly, the lack
of a permit or an order to cease and desist an illegal activity
raducad the rsascnable certainty of recovery.

In answer to the second question, where increases in proved
reserves occur as the result of additions to the mineral right,
the assessor is required to add the value of new proved
reserves or increases in proved reserves whether or not they
are permitted, based on the following language in subdivision
(e): :
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commencement of production and that are cau3ed by

claimed physical, technological or economic
conditions constitute additions to the mineral
rights which have not been assessed and which
shall be assessed on the regular roll as of the
lien date following the date they become proved
reserves. The increased quantity of proved v
reserves shall be used to establish the value of
the addition to the property interest which value
shall be added to the adjusted base-year value of
the reserves remaining from prior yesrs as the
separate base-year value of the addition.”

Thus, new additions to provad reserves must be treatad as
“additions to the mineral rights which have not been assessed,”
regardless of whether permits for their extraction have been
cbtained. This does nct apply To additicns which have already
been included in the “proved reserves currently assessed”
(already included in the base year value). New permits or
amendments/suprlements tc existing permits may be required
before any production of the additional proved reserves can
begin. The foregoing provisicn seems to authorize assessment,
regardless of permits, on the lien date following the date when
the “additions to the mineral rights” beccme “proved reserves,”
rather than on the lien date following the commencement of
production of the added reserves. The test, however, is
reasonable zertainty of rsccvery. If the assessor determines
that a resasonably prudent operatecr would attempt to acguirs the
pernits and that the general practice of the regulatory
agencies is to issue such permits, then the assessor may
estimata the additional proved reserves as if the permits had
been acquired. On the other hand, i it appears that the
regulatory agencies are unlikely to issue the necessary permits
or that the operator will not seek the permits due to cother
restrictions on the prorerty, etc., the assessor may not assess
the reserves for which there is no reasonable ccrtalnty of

recovery.

Because the Rule 469 methodology 1s based on the commencement
of producticon of the proved reserves and is not specifically
dependent on the acquisition and/or cancellation of permits
assessors have sufficient flexibility to deal with both
additions and depletions.

Permits As Land Use Restrictions Under Section 402.1.
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The statutory provisions in Revenue and Taxatiop Code Sections
402.1 and 1603 are also applicable where enforceable
restrictions, local government controls, environmental
restraints, etc., are imposed on a mining property and require
the issuance of permits.

With regard to permits issued by governmental authorities,
Section 402.1(a) provides in pertinent part:

“(a) In the assessment of land, the assessor shall
consider the effect upon value of any enforceable
restrictions to which the use of the land may bke
subjected. Those restricticns shall include, but
are not limited to all of the following:

(1) Zoning.

(3) Permit authority of, and permits issued
by, governmental agencies exercising land use
powers concurrently with local governments,
including the California Coastal Commission
and regional coastal commissions,....

(5) Develcpment controls of a local government in
accordance with a local protection program certified
pursuant to Pivision 20 (commencing with Section
29000) of the Public Resources Code.

(6) Environmental constraints applied to the use of
land pursuant to provisions of statutes.

(7) Hazardous waste land use rastriction pursuant to
Section 25240 of the Health and Safety Code.”

The foregoing language clearly provides that the “assessor
shall consider” the effect upon value of any enforcsable
restrictions (per the ncn-inclusive statutory listing) to which
the use of the property may be subjected. Most types of zoning,
the necessity to obtain building permits, use (e.g. production)
permits, etc. all impose obvious constraints on the use of
property which assessors must routinely consider in determining
value. Thus, where property is zoned "“Residential,” but
intended for use as a hardrock mineral operation, a zoning
change, a conditional use permit, and numerous other permits
(grading, soil, building, etc.) will generally be regquired
before actual mineral use is realized. In applying both
Section 402.1 and Rule 469, the assessor’s valuation would be
based on the present residential use of the property on the
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lien date, not on the future mineral use pendlng permit
approval.

icult questicn is whether the assessor,

the property during actual production and use, must cons
either the cancellation of permits or new environmental
constraints requiring additional permits. The sole California
case related to this subject, Firestone Tire & Rubber Co. v.
Cocunty of Monterey (1990) 223 Cal.App.3d 382, did not apply
Sections 402.1 and 402.3 in finding that toxic waste cleanup
costs must be considered in determining the value of the
oroperty. Rather, the court held per Section 11C that where
the assesscr on the lien date has knowledge of pecllution and/or
environmental cgnSEra-nta reducing the Iair market value of
prcperty, there is a basis for a reduction in that property’s
assessed valuation. Ead there been suificient evidence to
establish that the assessor knew or should have known as of the
1980 lien date that the propertyv was contaminated, the county
would have been required to make an appropriate reduction in
fair market value based on the costs of toxic waste cleanup.

in v
i

Based on the foregoing, the assessor should value a producing
mineral property on the lien dats, subject only to the
enforceable restrictions which his office has knowledge of and
which affect production on the lien date. As previcusly

.discussed, the existence of the raquirad permits and/ocr

anforceable restrictions is related to the measures of
rzascnable certainty that the raserves will be
recoverad/prcduced.

In short, both Section 402.1 and Rule 469 are applicable to
numerous circumstances which result in rsductions in the
production and thereby require the zssessor to consider the
effect upon the. value of the prcved reserves.
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Adﬁ of California Board of Equalization

Memorandum

Toi«". Honorable Paul Carpenter " Date : September 15, 1989
' Honorable Conway H. Collis S

Honorable William M. Bennett

Honorable Ermest J. Dronenburg, Jr.

Honorable Gray Davis

rom : James J. Delaney

ubject: Rule 469 - Hearing on Proposed Amendments

Amendments to the subject rule are scheduled for hearing
on September 27. Because of the difficulty in describing the
theories expressed in the proposal and the controversy between
the staff and some assessors, I am providing you with this
rather lengthly explanation of the reasons for the staff
recommended changes and have included the material submitted
bv the assessors and staff comments on their propecsal.

Industry representatives are also not pleased with all
aspects of our proposal, however, it does appear that they
find it more acceptable than the assessors do. It is almost
certain that both the assessors and industry will make presentations.

during the hearing.

Mr. Richard Ochsner prepared the staff material and I
reviswed it. Either or both of us are prepared to discuss

it with any member or his deputy.
D N el
7
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Attachments

cc: Ms. Cindy Rambo
Mr. James Todd
Ms. Nina Ryan
Mr. Earl Cantos
Ms. Delpha Hacker Flad
Mr. John Davies
Mr. John W. Hagerty .
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. —.. Mr. Verne Walton &
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RULE 469

Ty

BACKGROUND

Section 1 of article XIII of the California Constitution
provides generally that all property shall be taxed in
proportion to its full value. Thus, prior to Proposition 13,
property was assessable annually at its current market value.
If there was a change in the value of property from year to
year, the assessor could reflect the full amcunt of the change
in the assessed value. Of course, if property had no value
then, in accordance with section 1, it was not taxable.

Proposition 13 imposed limits on real property assessed

values. The limit, known as the base year value, is determined
by reference to the value of the property on March 1, 1975, or,
theredfter, the current market value on the date of 3 change in
ownership. The base year value can also be increased to
refiect the market value of additions to the property in the
form of completed new construction. With the exceptions
mentioned, the base year value of real property can be
increzsed only to reflect inflation not to exceed two percent
per year. Thus, once the base year value for real property is
established, its market value can increase greatly, perhaps
doubling or tripling as in the case where agricultural property
is rezcned industrial or commercial, while the assessed value
of the property will remain unchanged 2xcept to reflect
inflaticn or declines in value.

The Proposition 13 base year value limitation created serious
interpretational problems when applied to mineral properties.
When valuable minerals in the form of oil, gas, gold, etc., are
dlscovcred, is the assessor precluded from assessing the
mineral right to reflect the value of these newly discovered
minerals because they =xisted in the property at the time the
original base vear value was established? 1If the original base
year value of land were considered to also reflect the base
vear value of any minerals which mlght later be discovered,
then the Propos;tlon 13 base year value concept could virtually
exempt the State's mineral wealth from property taxation.

While generally county assesscrs took the position that
Proposition 13 just didn't apply to minerals and industry
claimed that new reserves only increased the value of the
mineral right and did not provide a basis for changing the base
year value, the Board followed a middle ground. Since a
mineral interest like all other property is not taxable until
it has value and since the value of a mineral right is measured
by the existence of proved reserves (i.e., reserves which are
economically recoverable) the Board adopted a rule based on the
theory that mineral rights do not become taxable until proved
reserves are identified through the exploratlon and development
process and that increases in proved reserves should be treated

— by assessors like new property the value of which is added to
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the original base year value of the mineral righgf The Board's
Rule 468 0il and Gas Producing Properties was held a proper
interpretation of article XIIIA by the court in Lynch v. SBE,

1564 Cal.App.3d 94.

In 1987, a different court applied the same apprcach in finding
that the gas storage rights in certain lands were properly
valued and assessed for the first time in 1978, when they were
discovered, since that was the year in which they attained
value due to the confluence of certain economic and
tachnological factors which made the gas storage rights in the
underground structures valuable. Because the rights were
undiscovered and, consequently had no value, pricr to 1978,

they were not included in the 1975 valuation base year value.
Tenneco West, Inc. v. Kern County, 194 Cal. App.2d 596.

Rule 468 deals only with oil and gas interests and with the
valuation of producing properties. It dces not attempt to deal
with the valuation of 0il and gas interests during the
eXploration and development phase. This apparently has not
presented a great problem because the exploration and
development of o0il and gas properties have, typically, not
spanned long periods. Thus, while Rule 468 has worked well for
oil and gas properties, it does not address the serious
oroblems arising from the valuation of hard rock mineral
interests which typically take several years to bring into
production. Nevertheless, the proposed Rule 469 amendments
attempt to apply the court approved theories of Rule 468 to the
valuation of hard rock minerals.

Since the development of a hard rock mineral resource may span
a per*od of five years, or more, from the time of commencement
of serious exploration until the time production begins, a new
element, time, which is not of concern in producing cil and gas
properties is added to the valuation equation. Since the value
of the mineral right is to be determined by estimating the
value of the rroved reserves, and such reserves come into being
over time, disputes have arisen as to the appropriate point in
time that the existence of proved reserves should be
recognized. If the proved reserves are recognized in the
first year but production will not commence until the fifth
year, the value of the estimated income stream from those
reserves must be discounted for this time delay. Further, as
indicated in the attached article on mineral reserves
estimation (exhibit 2), the identification or discovery of
resources which may constitute possible, probable or proved
reserves is only one part of a rather circular process which
involves not only the geologist but also the mining engineer in
determining the ultimate proved ore .body. Things such as
mining methods, processing systems, and other operating costs,
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.as well as the fluctuating market price of the mineral, all
play a part in determining the volume of economically
recoverable reserves. For these and other reasons, the most
realistic estimation of proved reserves probably cannot be made
until about the time that production is ready to commence.
Further, commencement of production is a much more readily
identifiable event then are other points in time during the

ransitional periods leading from exploration and development
to production. Por these reasons, the staff determined that
while there may be a rather long continuum covering a series of
points in time at which it might be possible to state that
orocved reserves have been identified, it was concluded that,
all things considered, the -optimum point for that determination
was the time when prcduction-commenced. The staff's
discussions with representatives of the mining industry and
county assessors also confirm that while the selection of any
single point on the continuum has its pluses and minuses, the
point at commencement of production is nrobably the best time
2t which to estimate proved reserves from the standpoint of
bringing uniformity to assessment procedures.

The objections raised by assesscrs are primarily based upon the
belief that they should be permitted to place a base year value
;'l' on the proved reserves at some unidentified point =arly in the
‘ prccess and then be permitted to make regqular changes in that
value through the development stage and make a final
determination of the base year value at the time of
ccmmencement of production. This theory is reflected in the
assessor's proposed regulation (exhibit 1). It reflects. an
apprcach which treats the valuation of proved reserves like the
valuation of continuing new construction. This continuing "new
construction" approach to valuation of mineral interests was
rajected in the Lynch decision and more recently by the Lake
County Superior Court in connection with the valuation of
certain geothermal interests. (Perhaps this explains the
assessor's interest in including the valuation of geothermal
interests within their proposed Rule 469.)

It should be recognized that proved reserves are not static.
Changing vhysical or economic conditions can, from time to
time, bring about the recognition of additional or diminished
proved reserves. Both Rules 468 and 469 make provision for -
this. For example, if it is determinec¢ on the lien date that a
particular oil and gas property has an additional 1,000 barrels
of proved o0il reserves, Rule 468(c){4)(E) provides that the new
reserves shall be valued by multiplying the new volume by the
current market value per unit of the total reserves. Thus, if
the current market value of the total reserves is $16 per
barrel, then the value of the new proved reserves is $16,000.
This approcach has not been objected to by the 0il industry
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because prodiction is typically increased when new reserves are
discovered and, thus, the new reserves are produced without

significant delays.

Typically, there is a much different time dimension in the hard
rock mineral situation. Various factors, such as the
production capacity of the mine or the demand in the
marketplace for the minerals may limit the ability of the hard
rock miner to increase production. If current proved reserves-
of a mine represent a 20-year supply at current production
levels, the discovery of additicnal reserves below the existing
ore body may mean that the new reserves cannot be produced for
another 20 years. Any projected income stream from those new
reserves must, therefore, reflect that delay. For that reason,
Rule 469 does not follow the same approach used in valuing new

reserves as does Rule 468.

Rule 469(e)(1)(A)(v) values added proved reserves by
determining the current market value of all proved reserves,
including the added reserves, and subtracting the current
market value of the old reserves. Of course, in determining
these values, the appraiser must consider the effect on the
value resulting from the timing of the various income streams
resulting from production of the reserves. If the mine has the
capacity to increase production as new reserves are added, that
can be reflected in the estimated value. If there will be a
long delay before the added reserves will produce income, that
also can be properly reflected. Thus, the valuation formula
included in Rules 462 allows the appraiser to take into
consideration the added time dimension typically present in

‘hard rock mineral properties.

ASSESSORS' OBJECTIONS

The Assessors Association has provided its own draft of
proposed amended Rule 469 and a listing of about twenty
objections to the staff's proposed amendments (exhibit 1).

Most of these objections, however, relate to two specific areas
of disagreement. 1Items 1 and 2 below reflect those two areas.
Also included are comments on certain other cbjections and a
copy of the assessors' listing of the "specific errors"
contained in the staff's proposed draft of the Rule.

1. PROVED RESERVES - TIMING

The assessors primary obJjection to the rule is that it
delays determination of the base year value of mineral
rights until commencement of production. It is argued that
the marketplace attributes substantial value to reserves
long before this roint and that withholding valuation of
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the rights until production results in the illegal
temporary exemption of this property.

The staff response is that due to the unigue nature of
mineral interests and the requirements of article XIIIA,
the assessor must select the one point in time when the
mineral right will be valued. Once the base year value is
established, it cannot be increased except as permitted
under Proposition 13. Of the available times for setting
the value of mineral rights, the date of commencement of

rcduction appears the fairest both to the county and the
taxpayer. Although a method of valuing proved reserves. as
though it were continuing new construction has recently
been rejected by at least one superior court (Aminoil Inc.
v. County of Lake, Lake County Superior Court No. 20285)
(exhibit 3), it is apparent that the true objection of the
assessors is that proposed Rule 469 will not permit them to
use the new construction approach to valuing proved
reserves. taff believes that if assessors had to choose
the one point in time at which reserves are to be
guantified and the mineral right valued, they would arrive
at the same conclusion proposed by the staff.

One of the arguments used by assessors in objecting to the
proposed rule is that it creates problems when properties
are bought and sold in mid-development because the
marketplace deces reflect some value attributable to
anticipated reserwves., If the value of those reserves
subsequently declines, assessors contend that the rule
prevents them from recognizing that decline.

The staff believes that the provisions of the rule contains
sufficient flexibility to permit assessors to appropriately
deal with these situations. (See top of page 7 and
paragrarh (e)(1)(C) on page 10 of proposed Rule 4693.)

RECOGNITION OF NEW RESERVES.

The second major cbjection is to the way in which the value
of newly discovered reserves are added. Rather than adding
these proved reserves at the current unit market value of
all reserves, Rule 469 adds them at a value which, where
appropriate, will reflect a discounted value due to the
fact that the income from the reserves will not be received
until some future time. Assessors contend that this will
always result in the lowest possible value. Assessors alsc
object to the fact that while the value of new reserves may
be raduced because such discounting is required, the amount
of reserves depleted are valued at the weighted average
base year value of the total reserves. This, states the
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assessors, results in putting low value in and taking high
value out. The assessors have offered several dlagrams to

illustrate this point.

The staff responds that while the assessors have focused on
the results in certain hypothetical situations, they have
not demonstrated that the theory on which the staff method
is based is invalid. It seems beyond dispute that the
value of an income stream must be discounted if the income
will not be received for ten or twenty years. Therefore

1f reserves are not to be producad for a period of time,
their current value is less than the reserves produced

today..

A subsidiary argument of this objection is that the
treatment of new reserves in Rule 469 . requires that Rula
468 be conformed to this treatment. "It is argued that Rule
468 should be amended prior to the adoption of Rule 469.

Staff responds that while the two rules are based on
similar principles, each stands on its own focting.
Further, although the staff had indicated earlier that a
change in Rule 468 might be required, further study has
lead them to conclude that a change in Rule 468 is not
necessary at this time.

STOCKPILED ORE

Assessors object to that portion of the value calculation,
contained in subdivision (e)(l)(A)(ii) which provides for a
segregation of the value of the mineral right from the
value of land, improvements, and personal property '
*including any resources severed from the land and held for
future production." Assessors contend that this language
converts stockpiled ore from real property which should
still be included in the value of reserves to personal
property which is eligible for the inventory exemption. Of
particular concern is the gold ore which is removed from
the ground and placed in large piles and subjected to a
leaching process which extracts the gold.
The staff response is that under general property law and
as reflected in Board Rule 121, ore removed from the
ground, whether being processed or stored for future
production, is excluded from the definition of land. The
proposed rule merely reflects what is already the law.

-

APPROPRIATE RISK

. Assessors object to language found in the instructions on
- the valuation of explorhtion rights, in subdivision (d) (1),
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which states that the right to explore shall be valued by

any appropriate method "taking into consideration
appropriate risks.” Although the assessors do not quarrel
with the correctness of the instruction, they find it
insulting because consideration of ayproprlate risks is
fundamental to any valuation method.

The objectionable langquage was added at the request of the

mining industry and reflects their spec;f:c concerns.

While the instruction is rather basic, it is, neverthelsass,

correct. For that reason, the staff has not felt it
ecessary to remove this language. It is obvious, however,
that removal of this language would not sericusly impair
the effectiveness of the rule.

GEOTHERMAL RESOURCES

Assessors object to the fact that Rule 469 does not include
geothermal resources as does their proposed draft.
Assessors argue that in order to be complete the rule
should include geothermal interests.

The staff responds that inclusion of geothermal resourcses
may be related to litigation currently in progress in Lake
County (Aminoil, Inc. v. County of Lake; supra, in which
the superior court found that geothermal proved reserves
may not be reappraised annually at full markzst value as new
construction in progress as the facilities to develop the
resources are constructed. Staff believes that gecthermal
resources are sufficiently unique that a separate rule for
their valuation is justified. Such a rule will be
developed after Rule 469 is finally adopted.




